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Director’s Preface
Empirical evidence on auditing decisions is not abundant.
A particularly difficult auditing decision is determining when an 
exception is "so material" that a qualified opinion is not justi­
fied. This technical research report offers empirical evidence 
on that decision process.
Using the reporting criteria developed in Auditing Research 
Monograph No. 1, The Auditor’s Reporting Obligation, as a base, 
Professors Loeb and Bedingfield surveyed practicing CPAs to deter­
mine how the CPAs decided what type of audit report to issue in 
different circumstances. By using a questionnaire containing spec­
ially designed cases, Professors Loeb and Bedingfield were able to 
isolate important reporting concepts for study.
The results of this research should be informative for CPAs 
concerned with the development of more explicit criteria for audit 
reporting decisions.
D. R. Carmichael
Director of Technical Research
March 1974
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Chapter 1
Introduction and Research Method
Statement on Auditing Standards No. 1 (SAS No. 1) clearly
establishes the significance of the auditor’s report:1/
110.01 The objective of the ordinary 
examination of financial statements by the 
independent auditor is the expression of an 
opinion on the fairness with which they pre­
sent financial position, results of operations, 
and changes in financial position in conformity 
with generally accepted accounting principles.
The auditor’s report is the medium through 
which he expresses his opinion or, if circum­
stances require, disclaims an opinion. In 
either case, he states whether his examination 
has been made in accordance with generally 
accepted auditing standards. These standards 
require him to state whether, in his opinion, 
the financial statements are presented in 
conformity with generally accepted accounting 
principles and whether such principles have 
been consistently applied in the preparation 
of the financial statements of the current 
period in relation to those of the preceding 
period.2/
That general objective is embodied in the fourth standard of 
reporting:
The report shall either contain an expression 
of opinion regarding the financial statements, 
taken as a whole, or an assertion to the effect 
that an opinion cannot be expressed. When an 
overall opinion cannot be expressed, the reasons 
therefor should be stated. In all cases where
1/ The term "report" means the three types of auditor’s opinions 
(the unqualified opinion, the qualified opinion, and the 
adverse opinion) and the auditor's disclaimer of opinion.
2/ Committee on Auditing Procedure, Statement on Auditing 
Standards No. 1: Codification of Auditing Standards and 
Procedures (New York: American Institute of Certified Public 
Accountants, 1973), p. 1.
1
2an auditor's name is associated with finan­
cial statements, the report should contain a 
clear-cut indication of the character of the 
auditor’s examination, if any, and the degree 
of responsibility he is taking.3/
Thus, the auditor is charged by his profession with the exercise 
of his individual professional judgment in the issuance of an 
audit report.
The exercise of judgment is, by definition, subjective. How­
ever, the auditor does have certain objective guidelines on which he 
can rely. The types of reports that he can issue are limited to the 
following:
1. Unqualified opinion
2. Qualified opinion
3. Adverse opinion
  4. Disclaimer of opinion.4/
Those reports and the criteria for their issuance are de­
scribed in SAS No. 1.
Unqualified Opinion
511.01 An unqualified opinion that finan­
cial statements present fairly financial 
position, results of operations, and changes 
in financial position may be expressed only 
when the independent auditor has formed the 
opinion, on the basis of an examination made 
in accordance with generally accepted audit­
ing standards, that the presentation conforms 
with generally accepted accounting principles 
applied on a consistent basis and includes 
all informative disclosures necessary to make 
the statements not misleading.
3/ Ibid., p. 5.
4/ A "piecemeal opinion" is not afforded separate recognition here 
due to the fact that it is not an independent form of report, 
only being issued in conjunction with an adverse opinion or a 
disclaimer of opinion. Also, any auditor's reports classified 
as "other reports" in SAS No. 1, section 600— Other Types of 
Reports— are not included in this discussion.
3Qualified Opinion
512.01 When a qualified opinion is intended 
by the independent auditor, the opinion para­
graph of the standard short-form report should 
be modified in a way that makes clear the nature 
of the qualification. It should refer specifi­
cally to the subject of the qualification and 
should give a clear explanation of the reasons 
for the qualification and of the effect on 
financial position, results of operations, and 
changes in financial position, if reasonably 
determinable. Reference in the opinion 
paragraph to a note to the financial statements 
or to a preceding paragraph in the report that 
describes the circumstances is an acceptable 
method of clarifying the nature of a qualifica­
tion. However, a qualification based upon the 
scope of the examination ordinarily should be 
covered entirely in the independent auditor’s 
report. When a. qualification is so material 
as to negate an expression of opinion on the 
financial statements taken as a whole, either 
a disclaimer of opinion or an adverse opinion 
is required.
Adverse Opinion
513.01 An adverse opinion is an opinion that 
the financial statements do not present fairly 
the financial position, results of operations, or 
changes in financial position in conformity with 
generally accepted accounting principles.
513.02 An adverse opinion is required in any 
report where the exceptions are so material that 
in the independent auditor’s judgment a qualified 
opinion is not justified. In such circumstances 
a disclaimer of opinion is not considered appro­
priate since the independent auditor has sufficient 
information to form an opinion that the financial 
statements are not fairly presented in conformity 
with generally accepted accounting principles. 
Whenever the independent auditor issues an 
adverse opinion, he should disclose all the sub­
stantive reasons therefor, usually by referring 
to a middle paragraph of his report describing 
the circumstances....
Disclaimer of Opinion
514.01 When his examination has not produced 
sufficient competent evidential matter to form
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an opinion on the financial statements taken as 
a whole, the independent auditor should state 
in his report that he is unable to express an 
opinion on such statements. The necessity of 
disclaiming an opinion may arise either from a 
serious limitation on the scope of examination 
or from the existence of unusual uncertainties 
concerning the amount of an item or the out­
come of a matter materially affecting financial 
position, results of operations, or changes in 
financial position causing the independent 
auditor not to be able to form an opinion on 
the financial statements taken as a whole.
514.02...In either case, he should state 
clearly that the scope of examination was not 
adequate to warrant the expression of an 
opinion on the financial statements taken as 
a whole.
514.03 Whenever the independent auditor 
disclaims an opinion, he should give all sub­
stantive reasons for doing so.5/
The unqualified opinion is the standard form of report.
Other forms of reports are used when the representations made in
an unqualified opinion are not applicable. The four bases for
exception to the issuance of an unqualified report are:
(1) limitations on the scope of the examina­
tion, (2) failure to follow generally accepted 
accounting principles, (3) lack of consistency 
in the accounting principles followed, and 
(4) the existence of contingencies whose effect 
neither the company nor the auditor can 
determine at the date of the report.6/
5/ SAS No. 1, pp. 80-83.
6/ D. R. Carmichael, Auditing Research Monograph No. 1, The
Auditor's Reporting Obligation: The Meaning and Implementa­
tion of the Fourth Standard of Reporting (New York:
American Institute of Certified Public Accountants, 1972), 
p. 28, citing Jennie M. Palen, Report Writing For Accountants 
(Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1955), p . 360.
This study focuses on exceptions (2) and (4). This is not to 
discount the significance of audit scope limitations and incon­
sistent application of accounting principles. Rather, the auditor’s 
reporting obligation and decision criteria, for those situations 
are more adequately described and less subject to differences of 
interpretation than those considered in this study— violations of 
generally accepted accounting principles and unusual uncertainties. 
Additionally, these latter bases for exception to an unqualified
report deal with actual or contingent misstatements of the 
 financial statements.7/
The Auditor’s Reporting Decision
Auditing Research Monograph No. 1 (ARM No. 1) suggests two
quantitative factors— (1) the probability of misstatement and
(2) the relative magnitude of misstatement— that can be used to 
 
evaluate a reporting decision.8/ Relative magnitude may be based 
on either an absolute dollar value or a percentage basis 
similar to that used for determining materiality. In evaluating 
the probability of misstatement the auditor should consider two 
factors— imminence and experience. Carmichael observes that 
"the imminence of an event relates to how soon in point of time 
the resolution of the event will have an impact on the financial
7/ Ibid., p. 6 ,regarding qualifications based upon consistency, 
and p. 31 regarding qualifications based upon limited scope.
8/ These two factors are based on Carmichael's directing
concepts_ of probability and relative magnitude. See ibid., 
pp. 53-60.
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statements.” 9/ He also suggests that "the role of experience in 
the evaluation of uncertainty concerns the auditor’s ability to 
relate the reasonableness of judgment about the future to the 
company’s past activities."10/
Relative magnitude and probability can be combined in
order to evaluate quantitative materiality.11/ This quantitative
evaluation must then be tempered by the qualitative factor of 
 utility.12/ Carmichael states that utility consists of three
elements: "(1) the expertise of the auditor in relation to the
exception, (2) the pervasiveness of the exception, and (3) the 
nature of the item which is the subject of the exception.”13/
Thus if the exception is of a nature that the auditor is
unable to evaluate it (the exception), he should decline to do so.
If, however, the auditor can evaluate the exception, he should 
. .  
express an opinion.14/ Additionally, the auditor’s reporting
decision will be influenced by how pervasive or isolable the
exception is. Finally, the auditor should consider whether
the exception is "...a specific matter or a general condition.”15/
9/ Ibid., p. 59.
10/ Ibid.
11/ Ibid., p . 58.
12/ This is Carmichael’s third directing concept. See ibid., pp 60-66 
.13/ Ibid., p . 6l.
14/ Ibid., pp. 6l-62.
15/ Ibid., p. 65.
7Problems Examined by This Study
In ARM No. 1 Carmichael identified the reporting decisions
that he felt needed further research.
In s u m m a r y , this monograph is devoted to 
a study of the following problems which arise 
in implementing the fourth standard of 
reporting:
1. The distinction between qualified 
opinions on the one hand and disclaim­
ers of opinion and adverse opinions on 
the other.
2. The distinction between a disclaimer 
of opinion and an adverse opinion.
3. The appropriate use of the "subject 
to" form of qualification [versus the 
"except for" form].16/
These reporting problems are examined in ARM No. 1 and in this 
study. Carmichael approached the problems by employing a combin­
ation of library research and review of actual audit reports as 
well as the auditor's memoranda supporting those reports.
In contrast, in this study we elicited responses from 
AICPA members to a questionnaire which contained cases that 
depicted many of the reporting problems referred to above. The 
cases are analyzed and discussed in Chapter 2 and the research 
results are summarized and evaluated in Chapter 3. The question­
naire also contained various other questions concerning reporting
16/ Ibid., p . 6.
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issues. However, these questions are not discussed in this study. 
Research Method
Questionnaire. The questionnaire used in this study was 
composed of three parts. The first part contained a series of 
five cases, each of which presented facts about a company's 
financial position or operations. Respondents were asked to 
indicate the type of report that they would issue and rank the
reasons for their selection. The cases were based on actual
 audits.17/ (See Appendix A for a complete copy of the
questionnaire.)
The second part of the questionnaire was composed of a
series of questions that were aimed at further identifying the
respondents' perceptions and preferences in regard to audit 
 
report criteria.18/
The final part of the questionnaire requested the re­
spondents to provide two basic types of background information:
(1) information pertaining to their experience in public account­
ing and (2) their familiarity with and attentiveness to audit 
report criteria.
An initial version of the questionnaire was pretested. 
Forty-one questionnaires were sent to CPAs in the Baltimore, 
Maryland and Washington, D. C. areas. Eight pretest questionnaires
17/ The cases and accompanying questions were prepared by 
D. R. Carmichael.
18/ These questions were prepared by D. R. Carmichael.
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were returned. The initial version had twelve cases in Part I.
This number was reduced to five in editing the questionnaire 
based on pretest results.
The final packet of material contained: (1) a letter of 
introduction from D. R. Carmichael, then Assistant Director, 
Auditing and Reporting Division of the AICPA; (2) a letter from 
the researchers explaining the nature of the study; (3) the 
questionnaire; and (4) a. postage paid reply envelope.
The Sample. A sample of twelve hundred. CPAs was used.
Five hundred individuals listed as partners in national firms and
seven hundred individuals listed as partners in nonnational firms
were selected from the 1970 AICPA membership directory. The 
 
sample was selected by random sampling. The first mailing19/ was 
made in August, 1972 and a second mailing was made in October, 1972. 
The mailings yielded 218 usable responses from individuals 
associated with national firms (a usable response rate of 43.6%) 
and. 230 usable responses from individuals with nonnationa.1 firms 
(a usable response rate of 32.9%).20/ The overall usable response 
rate based on a sample of 1,200 and usable returns of 448 was
37.3% .21/
19/ During the first mailing letters that were not deliverable 
(e.g., the addressee had moved with no forwarding address) 
were replaced by other randomly selected names.
20/ There were indications that in some instances questionnaires 
were filled out by someone other than the addressee. We 
assumed that in such instances the respondent was a. knowledge­
able individual and consequently responses were retained.
21/ See Appendix C for a discussion of nonresponse bias.
Chapter 2
The Auditor's Reporting Decision: Analysis of Cases
This chapter presents a series of cases. Each case tests
one o f  th e  fo l lo w in g  d i s t i n c t i o n s  in  r e p o r t  ty p e s :
1. Qualified opinion versus adverse opinion 
(Case A).
2. Qualified opinion versus disclaimer of 
opinion (Cases D, E).
3. Disclaimer of opinion versus adverse 
opinion (Case C).
4. "Subject to” qualified opinion versus 
"except for” qualified opinion (Case B).
The data for each case was followed by two questions. The 
first question required the respondent to indicate the type of 
report that he would issue based on the case data. Then, the re­
spondent was asked to indicate, in order of importance, the factors 
that influenced his choice of report. The report alternatives and 
possible factors for report selection for each case can be found 
in Appendix A (the questionnaire).
In this chapter the data for each case is presented followed 
by an analysis of the results. In analyzing each case, a number of 
variables were tested to see if there were any differences in re­
sponses based on the variables.
Auditing Research Monograph No. 1 (ARM No. 1) suggests cer­
tain directing concepts for audit report selection. These concepts
are:
Relative magnitude (size test).
II. Probability (the acceptable level of
uncertainty inherent in statement prep­
aration).
10
11
A. Uncertainty of outcome.
1. Imminence of resolution.
2. Sufficiency of past experience.
B. Likelihood of error.
III. Utility (financial statement analysis).
A. Expertise.
B. Pervasiveness. 
C. Nature of item (inherent importance).22/
Some of these directing concepts are used in the analysis of the 
following cases.
Isolability— A Mitigator
of Misstatement (Case A)
Case A presents a. situation in which a company has written
up an asset to recognize an increase in its market value. Such
a write-up violates generally accepted accounting principles 
23/
unless some mitigating circumstances e x i s t . 23/ There is no 
indication of any such mitigating circumstances in this situation. 
Another characteristic of this particular misstatement is that it 
is isolable, i.e., the ramifications of the misstatement are 
identifiable and limited to a small number of accounts.
The Case. Company A purchased a. large tract of land for 
$8,636,271 in 1967. Today the land is worth $30,000,000. The
22/ D. R. Carmichael, Auditing Research Monograph No. 1, The
Auditor's Reporting Obligation: The Meaning and Implementation
of the Fourth Standard of Reporting (New York: American
Institute of Certified Public Accountants, 1972), p . 55.
23/ APB Opinion 6 notes that "The Board is of the opinion that
property, plant and equipment should not be written up by an 
entity to reflect appraisal, market or current values which 
are above cost to the entity. This statement is not intended 
to change accounting practices followed in connection with 
quasi-reorganizations or reorganizations. This statement may 
not apply to foreign operations under unusual conditions such 
as serious inflation or currency devaluation.”
12
company insists on carrying the land at the $30,000,000. The total 
assets with the land at the larger figure are $56,962,492. This 
means that the total assets are overstated by $21,363,729. Full 
disclosure of this is made in the footnotes to the financial state­
ments. Everything else about the statements is in accordance with 
generally accepted accounting principles. Assume that a piecemeal 
opinion will not be expressed if an adverse opinion is rendered.
Questionnaire Results. The respondents' selections of
opinions were as follows:
Unqualified opinion 1%
Qualified opinion
36%
Adverse opinion 63%
100%
(n=448)
Qualified opinion. The following tabulation indicates for 
those individuals who selected a qualified opinion the reasons for 
their selection and the importance attached to those reasons:
a. A misstatement of this type only needs to 
be clearly pointed out to the reader, which 
can be accomplished by qualification.
Rated 1 58%
Rated 2 26%
Rated 3 2$
Inappropriate or of no effect l4%
100$
(n=163)
b. An opinion on the other aspects of the state­
ment is meaningful.
Rated 1
Rated 2
Rated 3
Inappropriate or of no effect
32%
44%
3%
21%
100%
(n=l63)
13
c. Various other reasons were provided by a 
few of the respondents.24/
Adverse opinion. The following reasons and importance 
rankings were given by those individuals who selected an adverse 
opinion.
d. Even though the footnotes fully disclose 
the departure, the magnitude of the 
departure must be considered.
Rated 1 35%
Rated 2 47%
Rated 3 2%
Inappropriate or of no effect 16%
100%
(n=280)
e. The statements are so misleading that no 
matter what type of disclosure is made a 
qualification is not sufficient.
Rated 1 6l%
Rated 2 20%
Rated 3 1%
Inappropriate or of no effect l8%
 100%
(n=280)
f. Various other reasons were provided by a 
few of the respondents.25/
24/These include responses such as: (1) "Misstatement does not 
exceed the value of the land”; (2) "No effect whatsoever on 
income statement”; and (3) "This is not a misstatement; the 
reader need only be alerted as to the source of increased 
value.”
25/Examples of such statements are: (1) "Assets should be
carried at cost with footnotes nothing the other valuation”;
(2) "The concept that cost is the basis for recording assets 
is paramount;" and (3) "The tax impact of the unrealized income 
has not been disclosed.”
- l4 -
Analysis. Ninety-nine percent of the respondents in
Case A felt that an unqualified opinion was not warranted. An
apparent reason for rejecting the unqualified opinion is
when the independent auditor believes the pres­
entation of a material item to be at variance 
with generally accepted accounting principles, 
he should qualify his opinion or, if he regards 
the effect of such variance as sufficiently 
material, express an adverse opinion.26/
Without any mitigating circumstances, it appears that carrying 
the land at its present market value would be unacceptable to 
the auditor. The type of opinion issued appears to be determined 
by the relative magnitude of the exception and utility considera­
tions.
ARM No. 1 suggests that—
Generally, the relative magnitude of an 
exception is given far more weight in the 
decision process leading to an adverse opinion 
than it is in the decision process leading to 
a disclaimer of opinion. Not enough cases 
were reviewed to offer clear quantitative guide­
lines for the role of relative magnitude in the 
report-type decision process. However, both the 
cases reviewed and the discussions with practic­
ing accountants left a clear impression that 
when the relevant base of comparison relates to 
financial position, rather than results of 
operations, the percentage is relatively high—  
generally 50 percent or greater.27/
26/ Committee on Auditing Procedure, Statement on Auditing 
Standards No. 1: Codification of Auditing Standards and 
Procedures (New York: American Institute of Certified Public 
Accountants, 1973), p. 110.
27/ Carmichael, ARM No. 1, p. 118.
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I n  Case A th e  o v e rs ta te m e n t  i s  a b o u t 38% o f  t o t a l  a s s e t s .  
T h is  i s  l e s s  th a n  th e  50% o r  more h y p o th e s iz e d  b y  ARM No. 1 .
S i x t y - th r e e  p e r c e n t  o f  th e  re s p o n d e n ts  i n d ic a t e d  t h a t  th e y  
w ould i s s u e  an  a d v e rs e  o p in io n .  A good p o r t io n  o f  th e s e  re s p o n d ­
e n ts  a p p e a r  to  have b e e n  in f lu e n c e d  b y  th e  38% o v e r s ta te m e n t  o f  
t o t a l  a s s e t s .  T h i r t y - f i v e  p e r c e n t  and 47% o f  th o s e  c h o o s in g  an  
a d v e rs e  o p in io n  r a t e d  th e  m a t e r i a l i t y  o f  th e  o v e rs ta te m e n t  a s  th e  
m ost im p o r ta n t  and second  m ost im p o r ta n t  re a s o n  r e s p e c t i v e l y  f o r  
c h o o s in g  an  a d v e rs e  o p in io n .  S ix te e n  p e rc e n t  f e l t  t h a t  r e l a t i v e  
m ag n itu d e  was o f  no e f f e c t  i n  t h e i r  d e c i s io n  to  g iv e  an  a d v e rs e  
o p in io n .
P o s s ib ly  a  more im p o r ta n t  f a c t o r  i n f lu e n c in g  th o s e  who chose
an  a d v e rs e  o p in io n  was th e  n a tu r e  o f  th e  i te m . ARM No. 1 s t a t e s :
I f  th e  i n t e n t  o f  m anagem ent a p p e a rs  to  be  
to  m is le a d  r e a d e r s  o f  th e  f i n a n c i a l  s t a te m e n t ,  
an  a d v e rs e  o p in io n  i s  c a l l e d  f o r .  The a d v e rs e  
o p in io n  i s  p e rc e iv e d  b y  a u d i t o r s  a s  a means 
f o r  e x p re s s in g  a s t r o n g  d is a p p r o v a l  o f  th e  
f i n a n c i a l  r e p r e s e n ta t i o n s  o f  m anagem ent.2 8 /
S ix ty - o n e  p e r c e n t  o f  th o s e  c h o o s in g  an  a d v e rs e  o p in io n  r a t e d  
th e  m is le a d in g  n a tu r e  o f  th e  o v e rs ta te m e n t  a s  th e  m ost im p o r ta n t  
r e a s o n  i n f lu e n c in g  t h e i r  d e c i s i o n .  Tw enty p e r c e n t  i n d i c a t e d  i t  
was th e  seco n d  m ost im p o r ta n t  f a c t o r .
T h i r t y - s i x  p e r c e n t  o f  th e  r e s p o n d e n ts  s e l e c t e d  a  q u a l i f i e d  
o p in io n .  One o f  two l i n e s  o f  r e a s o n in g  p o s s ib ly  d i r e c t e d  t h e i r  
c h o ic e .  F i r s t ,  th e  m ag n itu d e  o f  th e  m is s ta te m e n t  was m a t e r i a l  
(so  a s  to  p re c lu d e  an u n q u a l i f i e d  o p in io n )  b u t  n o t  o v e rw h elm in g ly .
2 8 / I b i d . , p . 126 .
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m a t e r i a l  (so  a s  to  n e c e s s i t a t e  an  a d v e rs e  o p in io n ) .  S econd , th e  
m is s ta te m e n t  i s  i s o l a b l e  and t h e r e f o r e  can  b e a d e q u a te ly  "f l a g g e d ” 
f o r  s ta te m e n t  u s e r s  ( i . e . ,  a l l  o f  i t s  r a m i f i c a t i o n s  a r e  c l e a r l y  
d i s c l o s e d ) .
The o n ly  s u p p o r t  f o r  th e  f i r s t  l i n e  o f  r e a s o n in g  i s  th e  
f a c t  t h a t  th e  a s s e t  o v e r s ta te m e n t  was l e s s  th a n  th e  h y p o th e s iz e d  
50%. I n  s u p p o r t  o f  th e  seco n d  l i n e  o f  r e a s o n in g  one can  lo o k  to  
th e  r e a s o n s  f o r  a q u a l i f i e d  o p in io n  a s  r a t e d  im p o r ta n t  b y  th e  
r e s p o n d e n ts .  ("A m is s ta te m e n t  o f  t h i s  ty p e  o n ly  n e e d s  to  be  
c l e a r l y  p o in te d  o u t to  th e  r e a d e r ,  w h ich  can  be  a c c o m p lish e d  by  
q u a l i f i c a t i o n ” ; and  ”An o p in io n  on th e  o th e r  a s p e c t s  o f  th e  s t a t e ­
m ent i s  m e a n in g f u l .” ) B o th  o f  th e s e  re a s o n s  ig n o re  r e l a t i v e  
m ag n itu d e  and fo c u s  on th e  i s o l a b i l i t y  o f  th e  m is s ta te m e n t .
Type o f  p r a c t i c e . The r e s p o n d e n t s ’ s e l e c t i o n  o f  a r e p o r t  
was c r o s s - t a b u l a t e d  a g a i n s t  t h e i r  ty p e  o f  p r a c t i c e  ( n a t i o n a l  o r  
n o n n a t i o n a l ) .  The r e s u l t s  a r e  sum m arized i n  th e  fo l lo w in g  t a b l e .
TABLE 1
C ase A: Type o f  R e p o rt b y  Type o f  P r a c t i c e
P e rc e n ta g e o f  R esp o n d en ts
W ith W ith  Non-
Type o f  R e p o r t : N a t io n a l  F irm n a t i o n a l  F irm
U n q u a l i f ie d  o p in io n 0 2
Q u a l i f i e d  o p in io n 24 48
A d v erse  o p in io n 76 50
100% 100%
(n = 2 l8 ) (n=230)
X2 = 3 5 .7 ,  (2  d . f . ) ,  ( p <  .0 0 1 )
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Table 1 shows that national firm respondents were more likely to 
select an adverse opinion than nonnational firm respondents.29/ 
Interestingly, national firm respondents appeared to devote a 
greater portion of their time to audit work than nonnational 
respondents. This is indicated by a strong correlation between 
type of practice and amount of time devoted to auditing.30/ It 
is possible that the higher percentage of national firm respond­
ents choosing an adverse opinion may reflect their (national firm 
respondents’) greater experience in evaluating management intent 
and the materiality of exceptions.
Attentiveness index. It is possible that a respondent’s 
choices in the cases in this study were affected by knowledge of, 
familiarity with, or exposure to reporting problems or questions.
We attempted to account for the effect such a factor may have had 
by asking respondents how often during the past few years audit 
reporting practices or standards had come to their attention under 
various circumstances (see Appendix A, page 52, question 23). The 
responses were then evaluated by an attentiveness index (see Appendix 
B, page 53). The index ranked the number of times that audit 
reporting practices or standards came to the respondent’s attention 
from (1) reading accounting literature, (2) informal discussions, 
and (3) an engagement.
29/ The low expected frequencies in two of the cells in Table 1 
may place in question the chi square value reported in the 
table. However, when we cross-tabulated only those choosing 
a qualified opinion or adverse opinion against firm size we 
still found an association between type of report and type of 
practice. Again, we still find the choice of opinion being 
related to firm size.
30/ This statement is based upon a correlation which was run com­
paring type of practice to time spent in audit work.
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The attentiveness index appeared to be related to the 
respondent’s type of practice. Respondents from national firms, 
who are more involved in auditing, scored higher on the atten­
tiveness index than respondents from nonnational firms. 
Consequently, in the study we felt it necessary to control for 
type of practice when evaluating the effect of the attentiveness
index on the other variables.
For nonnational firm respondents the index did not appear 
to be related to choice of opinion in Case A. However, for 
national firm respondents the choice appears to be associated 
with the attentiveness index (Table 2). The data in Table 2 
indicate that the national firm respondents who were more familiar 
with audit reports were more likely to select an adverse opinion. 
Those respondents who were less attentive to reporting issues were 
more likely to select a qualified opinion.
TABLE 2
Case A: Opinion Choice by Attentiveness Index
for National Firm Respondents (n=218 )
 
Attentiveness Indexa 
Percentage of Respondents
Type of Report: Low Medium-low Medium-high High
Unqualified opinion 0 0 0 0
Qualified opinion 43 33 17 15
Adverse opinion 57 67 83 85
100% 100% 100%
10%
(n=23) (n=52) (n=65) (n=69)
 
aWe did not have enough information to rank four national firm 
respondents on the attentiveness index.
X2 = 13.01, (3 d.f.), (p< . 0 1 )
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Summary and Conclusion. A majority (63%) of the respondents 
felt that in Case A an adverse opinion should be issued. Relative 
magnitude and management intent appeared to be decisive factors 
in the decision. Respondents (36%) who chose a qualified opinion 
seemed to base their decision on the isolability of the over­
statement and possibly on its relative magnitude. There was some 
evidence that the more familiar individuals were with audit report 
criteria, the more likely they were to choose an adverse opinion. 
Thus, the high rate of adverse opinions selected by national 
firm respondents may be attributable to their greater familiarity 
with audit report criteria. Respondents less familiar with audit 
report criteria, including those from national firms, were more 
likely to choose a qualified opinion.
Probability of Misstatement— The "Subject To”
vs. "Except For” Dichotomy (Case B)
There is currently some controversy as to the distinction 
between a "subject to” qualified opinion and an "except for” 
qualified opinion. In Case B the respondents were asked to 
select between a. "subject to" and an "except for" qualification.
The Case. In 1964, Company B acquired certain interest in 
a secondary oil recovery project consisting of a 50% net profit 
interest and overriding royalties. They paid $702,000— $240,300 
for net profit interest and $461,700 for overriding royalties.
By the end of 1964, the operator of the project has been 
unable to form an effective floodbank, but they were still hopeful of 
successful water-flood developing.
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At the end of 1965, the operator stated that the best he 
could hope for would be to recover some of the cash costs pre­
viously lost through continued operations and that nothing would 
accrue to the net profit interest. The December 31, 1965 finan­
cial statements showed the investment at the $702,000. The company 
refused to write-down awaiting further development.
Questionnaire Results. The respondents' selections of 
reports were as follows:
Qualified opinion (subject to) 22%
Qualified opinion (except for) 76%
No answer to question 2%
100%
(n=448)
Qualified opinion (subject to). Those individuals who
selected a"subject to" opinion gave the following reasons for
their selection, and the importance related to their reasons:  
a. Outcome of the total project uncertain at 
this point.
Rated 1 82% 
Rated 2 15% 
Rated 3 0% 
Inappropriate or of no effect 3%
100%
(n=100)
b. The conclusion is just the opinion of the 
operator and not a fact.
Rated 1 l8% 
Rated 2 51% 
Rated 3 1% 
Inappropriate or of no effect 30$
100$
(n=100)
c. Various other reasons were provided by a few 
of the respondents.31/
31/ An example of such a statement is: "The value of the overriding 
royalty interest is uncertain."
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Qualified opinion (except for). The following shows the
reasons and the importance of the reasons indicated by those
individuals who selected an "except for” opinion.
d. The net profit has no basis to be kept on 
the books; therefore, generally accepted 
accounting principles have been violated.
Rated 1 34%
Rated 2 43%
Rated 3 1%
Inappropriate or of no effect 22% 
100%
((n=340)
e. Financial statements not fairly presented 
without adjustment.
Rated 1 64%
Rated 2 28%
Rated 3 7%
Inappropriate or of no effect 1%
100%
(n=340)
f. Various other reasons were provided by a few 
of the respondents.32/
Analysis. In Case B the respondents were presented 
with a situation in which an asset’s value (the net profit 
interest of the investment) was in doubt. The net profit 
interest was of such magnitude so as to warrant qualification. 
Since the exception was isolable and did not appear to threaten 
Company B as a going concern, a disclaimer or adverse opinion 
did not appear to be in order.
32/ Examples of such statements are: (1) "It is the responsibility 
of the auditor to satisfy himself that inherent losses are not 
reported as assets"; and (2) "The loss should be recognized 
since the facts no longer support carrying it (the investment) 
at cost."
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Thus, the respondents were placed in the position of having 
to evaluate the uncertainty inherent in recovering the net profit 
interest portion of the investment. In effect, they were evaluating 
what could be viewed as a vector of uncertainty which can be 
depicted as follows:
Type of Opinion
Unqualified Qualified Qualified
(subject to) (except for)
Probability of 
Misstatement
100%
Based on the choices open to the respondents, they were 
aware that the probability of recovery was sufficiently low to 
preclude issuing an unqualified opinion. However, was the 
probability of recovery so low as to cause the net profit in­
terest to be misstated unless it was written off and a loss
recognized?
Over three-quarters of the respondents felt that the 
probability of recovery was sufficiently low to require writing 
down the investment. As a consequence, they suggested issuing 
an "except for" opinion to direct statement users to the situation. 
Sixty-four percent of those choosing an "except for" opinion 
indicated that the primary factor influencing their decision was 
that the financial statements, without an adjustment, were not 
fairly presented. Thirty-four percent of those choosing the 
"except for" alternative mentioned that the net profit interest 
has no basis for being kept on the books as the primary reason
for their choice.
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Respondents who selected the "subject to" alternative 
(22%) apparently felt that the probability of recovery was 
speculative and that disclosure would, be sufficient. The 
respondents' rating of factors influencing their decision 
underlines the uncertainty of recovering the net profit interest.
Type of practice. The respondents’ choice of a report in 
Case B was cross-tabulated against the type of firm in which they 
practice. The results of this analysis follow:
TABLE 3
Case B: Type of Report by Type of Practice
Percentage of Respondents
Type of Report:
With
National Firm
 With Non-
national Firm
Qualified opinion (subject 18 27
to)
Qualified opinion (except 81 71
for)
No answer 1 2
100% 100%
(n=2l8) (n=230)
Table 3 indicates that, while there was a difference in 
responses when comparing national firm respondents to nonnational 
firm respondents, both categories of respondents went heavily in 
favor of the "except for" form of qualified opinion.
Summary and Conclusion. Respondents were presented with
 
x2 = 4.5 (1 d.f.), (p< .05), "No answer" responses were not
considered in calculating the x2.
a case in which the item in question was material in amount and
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isolated in a specific account. Those respondents who felt the 
situation was uncertain generally gave a "subject to" qualification. 
In contrast, those who felt that the situation was not uncertain 
indicated that there was a violation of generally accepted ac­
counting principles and generally opted for issuing an "except 
for" qualification.
Uncertainty— Imminent and
Pervasive (Case C)
Case C presents a company facing imminent (within one 
year) financial crisis. Unless some accommodation can be reached 
with the creditors (who do not appear receptive to any such 
accommodation), the company will he forced into bankruptcy. Also, 
the company’s ability to sustain future operations is questionable 
due to its suppliers’ reluctance to sell (presumably on credit) to 
the company because of its precarious financial structure.
The Case. Company C has had substantial losses in recent 
years and now has a deficit in stockholders’ equity. Certain debt 
is coming due within the year and funds are not available to pay
it. If the creditors continue to refuse to extend terms and will
not convert part of the debt to preferred stock as the company is 
requesting, the company will be forced into bankruptcy. Suppliers 
are concerned and there is a question of whether the company would 
be able to continue to buy the necessary inventory to continue in 
business.
Total assets $16,752,000 
Debt due within one year 15,000,000 
Other liabilities 4,200,000 
Stockholders' equity (2,448,000)
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Questionnaire Results. The respondents' selections of 
reports were:
Unqualified opinion 19%
Adverse opinion 15%
Disclaimer of opinion 64%
Qualified opinion* 2%
No answer **
100%
(n=448)
*the qualified opinion response was 
written in by some respondents.
**less than 1%.
Unqualified and qualified opinion. Respondents who selected 
issuing an unqualified or a qualified opinion gave no reasons.
Adverse opinion. The following tabulation indicates the 
reasons given by respondents selecting an adverse opinion.
a. It is very unlikely that creditors will 
go along with the refinancing plan.
Rated 1 9%
Rated 2 47%
Rated 3 2%
Inappropriate or of no effect 42%
100%
(n=66)
b. This company is only a short step from 
bankruptcy; therefore, the assets 
should no longer be carried on the go­
ing concern basis.
Rated 1 85$
Rated 2 8$
Rated 3 3$
Inappropriate or of no effect 4$
.100$
(n=66)
c. Various other reasons were provided 
by a few of the respondents.33/
33/ An example of such a statement is: "It is important to advise 
all interested parties that the numbers are correct even 
though the prognosis is gloomy."
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Disclaimer of opinion. Those individuals selecting a dis 
claimer of opinion offered the following reasons and importance 
rankings:
d. An opinion cannot he expressed because 
one move by the creditors could change 
everything.
Rated 1 18%
Rated 2 53%
Rated 3 1%
Inappropriate or of no effect 28%
100%
(n=287)
e. The amount of uncertainty is so large 
that it becomes pervasive.
Rated 1 78%
Rated 2 18%
Rated 3 0%
Inappropriate or of no effect 4%
100%
(n=287)
f. Various other reasons were provided 
by a few of the respondents.34/
Analysis. Case C presents a company with financing and 
operating problems that threaten its existence. The financing 
problems include an excess of total liabilities over total
34/ Examples of such a statement are: (1) "Continuation as a 
going concern depends upon securing additional working cap­
ital and profitable operations" and (2) "Lack of going 
concern."
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assets (insolvency), probable inability to pay debt coming due 
within a year, and apparently limited credit. Operating problems 
include substantial operating losses in recent years and a 
possible cut off of the flow of inventory by suppliers who appear
to be reluctant to extend credit. There is some evidence of
factors that might mitigate the financing and operating problems. 
Specifically, creditors are being asked to extend the terms on 
part of the debt and t o  convert another part of the debt into pre­
ferred stock. However, it appears that such an extension or 
conversion is unlikely.
Thus, Case C is one of material uncertainties that are
pervasive enough so that there is a likelihood of imminent
liquidation. Carmichael suggests that the choice in such a situ­
 ation is between a disclaimer and an adverse opinion.35/
Interestingly, 19% of the respondents chose an unqualified opinion 
and 2$ "wrote in" that they would give a qualified opinion.
ARM No. 1 notes that "when the auditor is reasonably con­
vinced that asset realization will be forced and at levels
significantly below carrying amounts, an adverse opinion rather 
than a disclaimer of opinion is issued."36/ In his research 
Carmichael found that "an adverse opinion was expressed only 
after a disclaimer of opinion had been issued in previous years 
....Stated succinctly, an adverse opinion was expressed when the
35/ Carmichael, pp. 111-118. 
36/ Ibid., p. 111.
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auditor was convinced that assets were substantially over­
stated. Those selecting an adverse opinion (15% of the
respondents) apparently evaluated the probability of a favor­
able settlement as being so low and the imminence of bankruptcy 
so great that issuing any other type of report was inappropriate. 
These individuals felt they had sufficient information to give 
an adverse opinion. Ninety-four percent of those choosing an 
adverse opinion indicated that the most important factor influ­
encing their choice was either that, since the company was only 
a short step from bankruptcy, the assets should not be carried 
on a going concern basis or that it was very unlikely that the 
creditors would go along with the plan.
A majority (64% ) of respondents indicated that they 
would give a disclaimer of opinion. Ninety-six percent of those 
respondents (who chose a disclaimer) indicated the most important 
or second most important reason for their choice was that the 
amount of uncertainty was so large that it was pervasive. It 
appears that while these respondents felt an adverse opinion was 
not warranted, the pervasiveness of the uncertainty prevented the 
issuance of a qualified or unqualified opinion. For many (72% ) of 
those who chose a disclaimer, the possibility that the creditors 
might still act was an important factor in their choice. To these 
individuals the possibility that the creditors may yet act to
37/ Ibid.
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save the company appears to have served, as a force mitigating 
against the negation of the "going-concern” assumption.
Type of practice. Respondents’ selections of a type of 
report were compared to the size of firm in which they practice 
(Table 4)38/
TABLE 4
Case C: Type of Report by Type of Practice
Type of Report:
Percentage of Respondents
With
National Firm
With Non­
national Firm
Unqualified opinion 6 32
Adverse opinion 11 19
Disclaimer of opinion 80 49
Qualified opinion 3 0
No answer *
100%
(n=2l8)
0
100%
(n=230)
x2 = 68.48, (3 d.f.), (p <.001) 
considered, in calculating the x2.
less than 1%.
"No answer"
 
responses were not
The results indicate that the type of opinion chosen was
related to the size of firm. It appears that national firm 
respondents were overwhelmingly (80%) in favor of a. disclaimer of 
opinion, while nonnational firm respondents were about evenly split 
between the disclaimer (49%) and other opinion types (the un­
qualified and adverse opinions— 51%). Nearly one-third (32%) of 
the nonna.tiona.1 firm respondents selected an unqualified opinion. 
The latter result may be explained in part by the nonna.tiona.1 firm
38/ Due to the small size of the expected frequency in some cells 
firm size was evaluated against opinion choice when the 
"qualified." response was eliminated from consideration. When 
this was done, type of practice still appeared to be associated 
with type of report.
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respondents’ lesser involvement in auditing as compared to national 
firm respondents. This was discussed earlier in the analysis of
Case A.
Summary and Conclusion. In Case C a company faces imminent 
financial and operating uncertainties that are pervasive in nature. 
Most respondents chose to disclaim an opinion on the bases that the 
uncertainty was pervasive and that creditor actions might mitigate 
the problems. Fifteen percent chose an adverse opinion.
Lack of Imminence— A Mitigator
of Uncertainty (Case D)
Case D presents a situation in which a company faces two 
material uncertainties. The first uncertainty is the potential 
payment of one million dollars sought in a lawsuit against the 
company. The second uncertainty is the possibility that the 
company's sole product may be eliminated by an adverse decision
in the same suit.
The Case. Company D has been in the manufacturing business 
for a number of years. On July 1, 1969 they started producing prod­
uct XYZ. They had such good response that they have converted the 
entire output to this product. By July 1, 1970 sales of the company 
had doubled with profit tripling. Then, on July 15, 1970, a 
$1,000,000 suit was filed against them for patent infringement. 
Company D stockholders’ equity is $3,500,000. The audit is being 
conducted on the year ended July 30, 1970. The company is continuing 
production awaiting trial. The patent holder tried to get an in­
junction against production of XYZ, but did not succeed. Legal 
counsel has not had time to research the case enough to give an 
opinion.
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Questionnaire Results. The following presents the dis­
tribution of the respondents’ selections of reports:
Unqualified opinion 7%
Qualified opinion 65%
Disclaimer of opinion 28%
No answer *
100%
(n=448)
*—  less than 1%.
Qualified opinion. The following reasons and importance 
ratings were given by those individuals who selected a qualified 
opinion:
a. Since the injunction was refused, some 
doubt is placed on the validity of the 
lawsuit.
Rated 1 37%
Rated 2 29%
Rated 3 3%
Inappropriate or of no effect 31%
100%
(n=293)
Chances of a full settlement  are rare;
therefore, the company should 
handle a reasonable claim.
be able to
Rated 1 28%
Rated 2 31%
Rated 3 5%
Inappropriate or of no effect 36%
100%
(n=293)
c. Various other reasons were provided by a 
few of the respondents.39/
39/ Examples of such statements are: (1) "Use an ’except for’
opinion since there is not sufficient evidence, [i.e.]  no 
lawyer’s opinion"; (2) "They had been in business for a number 
of years without this product and, as a consequence, they 
could go back to other products"; (3) "Report all facts and 
make no judgment"; (4) "A settlement involving royalties can 
probably be worked out." (5) "Lawsuit is uncertain and large" 
and (6) "’Subject to’ outcome of suit should be sufficient.
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Disclaimer of opinion. The following reasons and importance 
rankings were obtained from those who would issue a. disclaimer of 
opinion in Case D:
d. Since product XYZ is Company D ’s only output, 
the lawsuit must be considered as a threat to 
the company's continued existence.
Rated. 1 66% 
Rated 2 27% 
Rated 3 1% 
Inappropriate or of no effect 6%
100%
(n=124)
e. Creditor and investors need to be made 
aware of the possible outcome in the strong­
est possible way.
Rated 1 26%
Rated 2 39$
Rated 3 4%
Inappropriate or of no effect 31%
100%
(n=124)
f. Various other reasons were provided by a 
few of the respondents.40/
Analysis. In Case D the vast majority (93%) of respondents 
felt that an unqualified opinion should not be issued. From their 
report selection and the ranking of their reasons for their report 
selection, it appears that the magnitude and nature of both of the 
uncertainties (one, the potential dollar settlement, and the other, 
the potential loss of the product line) were prime factors in 
denying an unqualified opinion.
The uncertainties are isolable and do not appear to be 
imminent. However, despite their isolable nature they do threaten
40/ An example of such a statement is: "There is no opinion from 
legal counsel.”
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the company’s existence (although this threat appears to be in the 
distant future). Additionally, the lawsuit appears to he material 
in relationship to stockholders’ equity.
A majority (65%) of respondents indicated that Company D 
should receive a qualified opinion. These respondents were 
apparently influenced by the isolability of the uncertainty. The 
fact that an injunction was refused was a mitigating factor 
influencing 69% of the respondents who chose a qualified opinion.
It is possible that the isolable nature of the uncertainty and the 
mitigating circumstances were important to many respondents who 
chose a qualified opinion.
Sixty-four percent of those who chose a qualified opinion 
were influenced because a reasonable settlement was likely. It 
is possible that many of these individuals did not feel that the 
lawsuit was a threat to the company’s continued existence.
In contrast, 94% of the respondents choosing a disclaimer 
(28% of all respondents) indicated that the lawsuit threatened 
the company’s existence.
Type of practice. Table 5 indicates respondent’s choice 
of report by type of practice. The table indicates that a 
majority of both national and nonnational respondents appear to 
favor a qualified opinion. It appears that nonnational respondents 
were the more likely to choose an unqualified opinion.
TABLE 5
Case D: Type of Report by Type of Practice
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Type of Report:
Percentage of Respondents
With
National Firm
With Non­
national Firm
Unqualified opinion 2 11
Qualified opinion 68 63
Disclaimer of opinion 29 26
No answer 1 0
10% 10%
(n=2l8) (n=230)
__  
x2 = 13.13, (2 d.f.), (p< .01) ”No answer” responses were not 
considered in calculating the x2.
Years in practice. The number of years a respondent was 
in public accounting appeared to be associated with responses to 
Case D (Table).
TABLE 6
Case D: Report Choice by Years in Public Accounting
Percentage of Respondents
Based on Years in Public Accounting
Type of Report:
Under 
l4 years
14 to
19 years
20 to
25 years
Over
25 years
Unqualified opinion 17 3 7 0
Qualified opinion 58 63 64 76
Disclaimer of opinion 25 34 28 24
No answer 0 0 1 0
10% 10%
100%
10%
(n=96) (n=98) (n=136) (n=115)
 
x2 = 29.79, (6 d.f.), (p< .001), ”No answer” responses were not 
considered in calculating the x2 .
It appears that practitioners with the least experience were the 
most likely to choose an unqualified opinion.
Summary and Conclusion. In Case D respondents were asked to 
indicate what type of report should be issued in a situation where 
an isolable uncertainty existed whose resolution did not appear to be
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imminent. However, there was a possible threat to the company’s 
continued existence. A majority of respondents chose a qualified 
opinion basing their choice on the isolable and distant nature of 
the uncertainty. Those who were influenced by the possible threat 
to the company's existence gave a disclaimer of opinion.
Multiple Uncertainties (Case E)
This case presents a situation in which a company’s future 
is clouded by a number of uncertainties. When taken together, 
these uncertainties cast significant doubt on the company’s future 
economic viability. Any one of the uncertainties, if resolved 
unfavorably, can cause a deficit in stockholders’ equity. An un­
favorable outcome of two or more of the uncertainties would most
certainly place the company into a position of insolvency. Com­
pounding this situation of potential insolvency is the fact that 
the company's operating results have been a major cause of the 
diminution in stockholders' equity. The continuation of this trend 
in the future is certainly a major contingency.
The Case. Company E is in the truck renting business and 
has an excess of trucks for short-term rental. Although management 
expects to recover the undepreciated cost of these vehicles through 
future net leases, the net book value of these excess vehicles is 
approximately $1,000,000 above their estimated current resale value 
Also, a receivable of $1,450,000 is due from an insolvent company. 
The value of the collateral for this receivable is not readily 
determinable. In addition, the company is defendant in a number
- 36 -
of lawsuits. It is not possible to estimate the amount of addi­
tional costs, if any, which ultimately may be incurred as a result 
of such litigation. Also, the company had a loss of $4,910,000 
this year and has had similar losses for three of the past four 
years. The shareholders’ equity is $73,000. Sales which have 
been constant for the past five years were $32,000,000 for the 
current year.
Questionnaire Results. The respondents’ selections of 
reports were as follows:
Unqualified opinion 2% 
Qualified opinion 10% 
Disclaimer of opinion 88% 
No answer *
100%
(n=448)
*— less than 1%
Qualified opinion. The following tabulation presents, for 
those individuals selecting a qualified opinion, the reasons for 
their selection as well as the importance attached to those reasons
a. Company should be able to continue operation 
at least another year or two.
Rated 1 25%
Rated 2 l8%
Rated 3 5%
Inappropriate of or no effect 52%
100%
(n=44)
b. There does not appear to be any real cash 
flow problem.
Rated 1 l6%
Rated 2 23%
Rated 3 5%
Inappropriate or of no effect 56%
100%
(n=44)
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c. The loss is only about 15% per year; this 
should not be too hard to reduce.
Rated 1 7% 
Rated 2 2% 
Rated 3 l4% 
Rated 4 4% 
Inappropriate or of no effect 73%
100%
(n=44)
d. Various other reasons were provided by a 
few of the respondents.4l/
Disclaimer of opinion. The following reasons and importance 
rankings were offered by those selecting a disclaimer of opinion:
e. Uncertainties pervade the financial state­
ments.
Rated 1 82% 
Rated 2 11% 
Rated 3 4% 
Rated 4 0% 
Inappropriate or of no effect 3%
100%
(n=394)
f . Continued operation for more than one year 
is unlikely.
Rated 1 8% 
Rated 2 20% 
Rated 3 21% 
Rated 4 1% 
Inappropriate or of no effect 50%
100%
(n=394)
g. The company’s history of volume and losses 
does not indicate anything promising for 
the future.
4l/ Examples of such statements are: (1) "Such an opinion should 
be worded ’subject to the realization of receivables and 
settlement of the lawsuit’"; (2) "The disclosure of the addi­
tional bad account loss and litigation costs are necessary to 
evaluate the financial position and operating results"; and 
(3) "The accountant should report, not predict the future."
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Rated 1 4%
Rated 2 37%
Rated 3 l6%
Rated 4 0%
Inappropriate or of no effect 43% 
100%
(n=394 )
h. Various other reasons were provided by a. 
few of the respondents.42/
Analysis. Case E presents a company that is faced with 
a series of uncertainties, each one isolable in nature. The 
imminence of each uncertainty seems to vary. However, when 
taken together, the various uncertainties appear to be pervasive 
and threaten the existence of Company E.
Two assets (excess trucks and a receivable) with a combined 
value of $2,450,000 are of uncertain value to the company.
Since recovery on each is extremely doubtful, presenting them 
at current book value is of questionable validity. The write­
down of either asset would cause the balance sheet to show a
large deficit in stockholders’ equity.
Additionally, the company has operating difficulties that 
indicate a probable going-concern problem. The company has sus­
tained large operating losses, while sales have remained constant 
at $32,000,000. In addition, the company is a defendant in a 
number of lawsuits.
Eighty-eight percent of those responding indicated that they 
would give a. disclaimer of opinion. Ninety-seven percent of
42/ Examples of such statements are: (1) "The uncertainties may 
make the company insolvent"; (2) "A. reorganization seems 
imminent”; and (3) ”The trucks should be adjusted and the 
receivables [should be] reserved."
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those choosing a disclaimer indicated that their choice was 
influenced by the fact that uncertainties pervaded the financial 
statements. Fifty percent of those choosing a disclaimer indi­
cated that a factor influencing their choice was that the company’s 
continued operation for more than one year was unlikely. Fifty- 
seven percent of those respondents who chose a disclaimer indi­
cated that the company's history of volume and losses does not 
indicate anything promising for the future.
Very few respondents (10%) chose a qualified opinion.
Those who did appeared to be influenced in part by a feeling 
that liquidation was not imminent. Likewise, some of these 
respondents indicated their choice was influenced by the lack 
of a "real cash flow problem."
Summary and Conclusion. The company in Case E is beset 
by uncertainties that are pervasive enough to threaten its exis­
tence. Most respondents indicated that the pervasive nature of 
the uncertainties would cause them to give a disclaimer. A 
small minority of respondents, apparently feeling that the un­
certainties were not imminent, chose a qualified opinion.
The Cases and Other Variables
Various other items appearing in the questionnaire were 
evaluated in relation to the cases. D. R. Carmichael's mono­
graph, The Auditor's Reporting Obligation: The Meaning and Imple­
mentation of the Fourth Standard of Reporting, was published 
while the mail survey in the study was in progress. Respondents 
were asked if they had read that monograph. Analysis indicated
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that there was no meaningful relationship between the answers to 
any of the cases and respondents having read ARM No. 1.
Earlier the relationship between Case A and the attentive­
ness index was discussed. Other analyses indicated that there 
was no meaningful relationship between the attentiveness index 
and Cases B, C, D, or E.
Additionally, earlier we noted the association between 
years in practice and Case D. Other analyses, however, failed 
to find any meaningful relationship between Cases A, B, C, or E 
and the number of years a respondent was in public accounting.
A Word of Caution
The reader should be aware of potential bias that always 
is possible in mail surveys. It is possible, for example, that 
some respondents may have given responses that they thought were 
"correct" rather than what they actually would do in practice. 
The reader should keep such sources of potential bias in mind 
when reading this study.
Ch apter 3
Summary and Conclusions
Tfre auditor's report, since it contains an expression 
of opinion, is subjective. The opinion, however, is guided by 
a variety of reporting criteria. A major source of criteria for 
formulating an opinion is the AICPA Statement on Auditing Stan­
dards No. 1, Codification of Auditing Standards and Procedures.
SAS No. 1 provides the auditor with criteria to implement the 
fourth standard of reporting, which states:
The report shall either contain an expres­
sion of opinion regarding the financial state­
ments, taken as a whole, or an assertion to 
the effect that an opinion cannot be expressed.
When an overall opinion cannot be expressed, 
the reasons therefor should be stated. In all 
cases where an auditor's name is associated 
with financial statements, the report should 
contain a clear-cut indication of the character 
of the auditor's examination, if any, and the 
degree of responsibility he is taking.43/
In ARM No. 1 Carmichael reported upon his extensive re­
view of sources of audit report criteria and cases in which 
those criteria were applied and reports issued. Based upon 
this work, he formulated a hierarchy of reporting concepts.
At the highest level are the guiding concepts which are "broad 
guides to action concerned with the general objectives of 
reporting."44/ These guiding concepts are: Equity, Communication,
43/ SAS No. 1, section 150.02.
44/ D. R. Carmichael, Auditing Research Monograph No. 1, The
Auditor's Reporting Obligation: The Meaning and Implementation
of the Fourth Standard of Reporting (New York: American
Institute of Certified Public Accountants, 1972), p. 50.
4l -
42
and Environment.45/ Below the guiding concepts, closer to the ap 
plied level are the directing concepts which "...offer more 
specific guidance for making the decision of what type of audit 
report is appropriate in given circumstances. Not all of the 
directing concepts are relevant to every reporting decision, and 
n o  s i n g l e  d i r e c t i n g  concept is conclusive in the decision
process.46/ These directing concepts are:
I. Relative magnitude (size test).
II. Probability (the acceptable level of uncer­
tainty inherent in statement preparation).
A. Uncertainty of outcome.
1. Imminence of resolution.
2. Likelihood of error.
III. Utility (financial statement analysis).
A. Expertise.
B. Pervasiveness.
C. Nature of item (inherent importance).47/
In Chapter 2 of our study five cases were reported. Each 
case tested one of the following distinctions in report types:
1. Qualified opinion versus adverse opinion 
(Case A).
2. Qualified opinion versus disclaimer of 
opinion (Cases D, E).
3. Disclaimer of opinion versus adverse opinion 
(Case C).
4. "Subject to” qualified opinion versus "except 
for” qualified opinion (Case B).
The cases were analyzed in relation to the directing concepts 
identified by Carmichael.
45/ Ibid., p. 50. 
46/ Ibid., p . 53. 
47/ Ibid., p. 55.
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Conclusions Based on the Case Data
Consensus and Type of Practice, Generally, there was a 
fairly high degree of consensus among respondents in each case.
Table 7 presents the percentage of respondents (in total and by 
type of practice) that selected the alternative that represented 
the view of the majority in each case. For all respondents, the 
majority alternative ranged, between 63% (Case A) and 80% (Case E).
A higher degree of consensus existed among national firm respondents 
where the majority alternative ranged between 68% (Case D) and 
90% (Case E).
TABLE 7
Percentage of Respondents Selecting Majority Alternative
Percentage of Respondents
With With Non­national Firm TotalNational Firm
Case A 76% 50% 63%
Case B 81% 71% 76%
Case C 80% 49% 64%
Case D 68% 63% 65%
Case E 90% 86% 80%
(n=2l8) (n=230) (n=448)
A somewhat lower degree of consensus appeared to exist 
among respondents from nonnational firms. This might be because 
nonnational firm respondents are less involved in audit work and 
thus would be less familiar with audit report criteria than 
national firm respondents. This difference in type of practice 
was repeatedly pointed out as a possible explanation for
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differences in reports selected for the cases (except Case E).
Other Variables. Other than the relationship found be­
tween type of practice and report selected in Cases A, B, C, 
and D, no meaningful relationship existed between report selection 
and other variables ( such as attentiveness index, years in prac­
tice and exposure to ARM No. 1) across two or more cases.
Directing Concepts. The directing concepts introduced in 
ARM No. 1 were relied upon throughout the analysis of the cases.
The cases and concepts that were examined together may be helpful 
in understanding the reporting issues. The majority selection in 
each case may indicate the practicing profession’s views on 
reporting criteria.
In Case A respondents were faced with a situation in which 
fair presentation was questionable. The departure from generally 
accepted accounting principles was isolable and had a fairly high 
relative magnitude. The majority of respondents, apparently 
placing greater emphasis on relative magnitude, chose to give an 
adverse opinion. Thus, in this situation in which "relative mag­
nitude" and "pervasiveness" (or lack of pervasiveness) were in con­
flict, relative magnitude appeared to be the more relevant criterion 
to respondents.
Case B is a situation in which an asset's value was in 
doubt. This asset was isolable but not high in relative magnitude. 
Over three-quarters of the respondents felt that the probability 
of recovery was sufficiently low that failure to write off the 
asset violates generally accepted accounting principles. Again,
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we have a situation in which relative magnitude and lack of per­
vasiveness conflict. No respondent opted for an adverse opinion. 
However j  the data in the case was not sufficient to enable us to 
say which of the conflicting criteria was most relevant to respond­
ents.
Case B is, however, an interesting example of the use of 
past experience in evaluating probability. It is likely that 
many of the respondents relied on their audit experience in 
evaluating the probability of recovery of the asset. The majority 
(which chose an "except for" opinion) evidently felt that based
on their past experience the probability of recovery was so low 
as to cause the net profit interest to be misstated.
In Case C, the company had financial and operating prob­
lems that threatened its existence. The uncertainties were per­
vasive and imminent. Yet the majority of respondents indicated 
that they would issue a disclaimer of opinion. Many of these 
respondents were influenced by factors that mitigated the going- 
concern problems (in this instance the possibility that the 
creditors might act to save the company). The fact that a 
majority of respondents appeared to be influenced by such factors 
indicates the possible importance of such mitigating factors.
Case D presents a situation in which a lawsuit, threatened 
the company's existence. The lawsuit appeared to be material in 
relation to stockholders’ equity. In this case the threat was 
isolable but not imminent. A majority of respondents chose a 
qualified opinion. Such a result probably was due to the isolable 
nature of the uncertainty and its lack of imminence.
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Finally, Case E presented a situation in which respondents 
were faced with a group of isolable uncertainties that collectively 
pervaded the financial statements. The uncertainties appeared to he 
material in relation to stockholders' equity and to be a threat to 
the company's existence. The pervasive nature of all of the un­
certainties, with almost no mitigators appeared, however, to be the 
factor that influenced almost 90% of the respondents to choose a 
disclaimer.
Both Cases A and D are situations in which the respondent was 
faced with an isolable exception. In Case A there was an isolable 
departure from generally accepted accounting principles. Here re­
spondents apparently felt that relative magnitude was more important 
than the isolable nature of the exception. In contrast, Case D in­
volved an isolable uncertainty.
In Case D respondents appeared to be more influenced by the 
isolability of the uncertainty than its absolute materiality. It is 
possible that the lack of imminence influenced respondents' evalua­
tions of the probability of occurrence and ultimately their final 
evaluation of expected magnitude of the event. Alternatively, it 
is possible that for unusual uncertainties respondents found iso­
lability more relevant than relative magnitude.
In Case C, the imminence of the pervasive uncertainty brought 
about the consideration of an adverse opinion; however, the miti­
gators appeared to move most respondents toward a. disclaimer. Such 
Imminence in Case E was not as immediate as in Case C; consequently, 
an adverse opinion did not appear to be in question. However, the 
lack of mitigators to the pervasive uncertainties in Case E may have 
influenced many to reject a qualified opinion.
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Appendix A : The Questionnaire
PART I
Part I presents five cases based on actual situations and provides an opportunity for you to express 
your views on questions and issues related to them. In responding to the questions, assume in each case 
that the item in question is at least material enough to the company's financial statements to cause 
the auditor to take exception in his report. You may feel that some cases omit information desirable 
in formul a ting answers to the questions, but, please respond as best you can on the basis of the facts 
provided. The cases include all information essential for a useful response.
CASE A
Company A purchased a large tract of land for $8,636,271 in 1967. Today the land is worth
$30,000,000. The company insists on carrying the land at the $30,000,000. The total assets with the 
land at the larger figure are $56,962,492. This means that the total assets are overstated by 
$21,363,729. A full disclosure of this is made in the footnotes to the financial statements. Every­
thing else about the statements is in accordance with generally accepted accounting principles. Assume 
that a piecemeal opinion will not be expressed if an adverse opinion is rendered.
1. Should Company A receive an unqualified opinion, a qualified or adverse opinion?
  Unqualified opinion   Qualified opinion    Adverse opinion
2. Indicate the order of importance of those of the following factors which influenced your decision in 
answering Question 1. Place a "1” in the space before the reason you consider most important, a "2" 
before the next most important, and so on. Do not place a number in the space before any reason 
which you find inappropriate or of no effect.
Factors to be rated if your answer was a "qualified opinion" to Question 1.
 a. A misstatement of this type only needs to be clearly pointed out to the reader, which can be 
accomplished by qualification.
 b .  An opinion on the other aspects of the statement is meaningful.
 c. Other (please explain)________________________________________
Factors to be rated if your answer was an "adverse opinion" to Question 1.
 d. Even though the footnotes fully disclose the departure, the magnitude of the departure must
be considered.
  e. The statements are so misleading that no matter what type of disclosure is made a qualifi­
cation is not sufficient.
 f. Other (please explain)________________________________________________________________ _
CASE B
In 1964, Company B acquired certain interest in a secondary oil recovery project consisting of a 50% 
net profit interest and overriding royalties. They paid $702,000— $240,300 for net profit interest and 
$461,700 for overriding royalties.
By the end of 1964, the operator of the project has been unable to form an effective flood-bank, but 
they were still hopeful of successful water-flood developing.
At the end of 1965, the operator stated that the best he could hope for would be to recover some of 
the cash costs previously lost through continued operations and that nothing would accrue to the net 
profit interest. The December 31, 1965 financial statements showed the investment at the $702,000. The 
company refused to write down awaiting further development.
3. Should Company B receive a qualified (subject to) or a qualified (except for) opinion for 1965?
  Qualified Opinion (subject to)   Qualified Opinion (except for)
4. Indicate the order of importance of those of the following factors which influenced your decision
in answering Question 3. Place a "1" in the space before the reason you consider most important,
a "2" before the next most important, and so on. Do not place a number in the space before any
reason which you find inappropriate or of no effect.
Factors to be rated if your answer was a "qualified opinion (subject to)" to Question 3.
  a. Outcome of the total project uncertain at this point.
  b. The conclusion is just the opinion of the operator and not a fact.
  c. Other (please explain) - ____________ _____________________________________________
Factors to be rated if your answer was a "qualified opinion (except for)" to Question 3.
  d. The net profit has no basis to be kept on the books; therefore, generally accepted
  accounting principles have been violated.
  e. Financial statements not fairly presented without adjustment.
  f. Other (please e x p l a i n ) ________ ______________________________________________
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CASE C
Company C has had substantial losses in recent years and now has a deficit in stockholders' equity. 
Certain debt is cominq due within the year and funds are not available to pay it, If the creditors 
continue to refuse to extend terms and convert part of the debt to preferred stock as the company is 
requesting, the Company will be forced into bankruptcy. Suppliers are concerned and there is a question 
of whether t h e  company would be able to continue to buy the necessary inventory to continue in business.
Total assets 
Debt due within 1 year 
Other liabilities 
Stockholders' equity
$16,752,000
15,000,000
4,200,000
(2.448.000)
5. Should Company C receive an unqualified opinion, an adverse opinion or disclaimer of opinion? 
  Unqualified opinion  Adverse opinion   Disclaimer of opinion
6. Indicate the order of importance of those of the following factors which influenced your decision
in answering Question 5. Place a "1" in the space before the reason you consider most important,
a "2" before the next most important, and so on. Do not place a number in the space before any
reason which you find inappropriate or of no effect.
Factors to be rated if your answer was an "adverse opinion" to Question 5.
  a. It is very unlikely that creditors will go along with the refinancing plan.
  b. This company is only a short step from bankruptcy; therefore, the assets should no longer
be carried on the going concern basis.
  c. Other (please explain)___________________ _ _ _ _ _ _ ______________________________
Factors to be rated if your answer was a "disclaimer of opinion" to Question 5.
  d. An opinion cannot be expressed because one move by the creditors could change everything.
  e. The amount of uncertainty is so large that it becomes pervasive.
  f. Other (please explain) ___________________________________________________________________
CASE D
Company D has been in the manufacturing business for a number of years. On July 1, 1969 they started 
producing product XYZ. They had such good response that they have converted the entire output to this 
product. By July 1, 1970 sales of the company had doubled with profit tripling. Then on July 15, 1970, 
a $1,000,000 suit was filed against them for patent infringement. Company D stockholders' equity is 
$3,500,000. The audit is being conducted on the year ended July 30, 1970. The company is continuing 
production awaiting trial. The patent holder tried to get an injunction against production of XYZ, but 
did not succeed. Legal counsel has not had time to research the case enough to give an opinion.
7. Should Company D receive an unqualified opinion, a qualified opinion or a disclaimer of opinion?
  Unqualified opinion   Qualified opinion   Disclaimer of opinion
8. Indicate the order of importance of those of the following factors which influenced your decision
in answering Question 7. Place a "1" in the space before the reason you consider most important,
a "2" before the next most important, and so on. Do not place a number in the space before any
reason which you find inappropriate or of no effect.
Factors to be rated if your answer was "qualified opinion" to Question 7.
  a. Since the injunction was refused, some doubt is placed on the validity of the lawsuit.
  b. Chances of a full settlement are rare; therefore, the Company should be able to handle a 
reasonable claim.
  c. Other (please explain)_____________________________ _____________________________________
Factors to be rated if your answer was "disclaimer of opinion" to Question 7.
  d. Since product XYZ is Company D's only output, the lawsuit must be considered as a threat
  to the company's continued existence.
  e. Creditor and investors need to be made aware of the possible outcome in the strongest way.
  f. Other (please explain) _______________________ _____________ ____ _______________ ______
CASE E
Company E is in the truck renting business and has an excess of trucks for short-term rental. Al­
though management expects to recover the undepreciated cost of these vehicles through future net leases, 
the net book value of these excess vehicles is approximately $1,000,000 above their estimated current 
resale value. Also, a receivable of $1,450,000 is due from an insolvent company. The values of the 
collateral for this receivable is not readily determinable. In addition, the company is defendant in 
a number of lawsuits. It is not possible to estimate the amount of additional costs, if any, which 
ultimately may be incurred as a result of such litigation. Also, the company had a loss of $4,910,000 
this year and has had similar losses for three of the past four years. The shareholders' equity is 
$73,000. Sales which have been constant for the past five years were $32,000,000 for the current year.
9. Should Company E receive an unqualified opinion, a qualified opinion or a disclaimer of opinion?
  Unqualified opinion   Qualified opinion    Disclaimer of opinion
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10. Indicate the order of importance of those of the following factors which influenced your decision 
in answering Question 9. Place a "1" in the space before the reason you consider most important, 
a "2" before the next most important, and so on. Do not place a number in the space before any 
reason which you find inappropriate or of no effect.
Factors to be rated if your answer was "qualified opinion" to Question 9.
  a. Company should be able to continue operation at least another year or two.
  b. There does not appear to be any real cash flow problem.
 c. The loss is only about 15% per years, this should not be too hard to reduce.
  d. Other (please explain) _________________________________________________________________
Factors to be rated if your answer was "disclaimer of opinion" to Question 9.
  e. Uncertainties pervade the financial statements.
  f. Continued operation for more than one year is unlikely.
  q. The company's history of volume and losses does not indicate anything promising for the 
future.
  h. Other (please explain) _________________________________________________________________
PART II
The questions in this part of the questionnaire seek to obtain your views on topics related to audit 
report criteria.
11. In applying generally accepted auditing standards a material exception caused by a failure to follow 
generally accepted accounting principles may call for a qualified or adverse opinion. Indicate the 
way in which you rank the following exceptions as reasons for going from a qualified opinion to an 
adverse opinion by inserting in the space provided the digit "1" for the most important, "2" for 
next most important, and so on. In the body of the statement circle the percentage you believe 
appropriate. Consider the exceptions to be isolated to one or two accounts. If you find any of 
the listed exceptions improper place an "x" in the space provided.
  a. Net income was misstated by more than 10%, 25%, 50%, 75% or ___% of normal income.
  b. Total assets were misstated by more than 10%, 25%, 50%, 75% or ___% of normal income.
  c. Stockholders' equity was misstated by more than 10%,25%, 50%, 75% or ___% of the
correct amount.
  d. Liabilities were misstated by more than 10%, 25%, 50%, 75% or ___% of the correct amount.
  e. Other (please explain)________________________________ __________________________________
12. Some auditors have suggested that the "except for" and "subject to" distinctions of qualified 
opinions be combined into one and that "except for" or similar language be used for all situations. 
Would you favor this proposal?
  Yes     No
13. Indicate the order of importance of those of the following factors which influenced your decision 
in answering Question 12. Place a "1" in the space before the reason you consider most important, 
a "2" before the next most important, and so on. Do not place a number in the space before any 
reason which you find inappropriate or of no effect.
Factors to be rated if your answer was "yes" to Question 12.
  a. The users of financial statements do not understand the difference.
  b. Indicating that it is qualified is enough without further breakdown.
  c. Other (please explain)__________________________________________________________________
Factors to be rated if your answer was "no" to Question 12.
 d. Most users of financial statements understand the difference.
  e. The major reasonably informed users of financial statements understand and need the 
distinction.
  f. Other (please explain)___________________________________________ _______________________
14. Would you like to see the adverse opinions and disclaimers of opinion categories eliminated and 
have all exceptions result in qualified opinion unless the auditor has not made an examination 
sufficient to support an opinion?
  Yes  
  Yes, except
  Retain disclaimer of opinion for pervasive uncertainties of large amount.
  Retain adverse opinion for departures from generally accepted accounting principles
with an extremely material impact on the financial statements.
  no
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15. Indicate the order of importance of those of the following factors which influenced your decision 
in answering Question 14. Place a "1" in the space before the reason you consider most important, 
a "2" before the next most important, and so on. Do not place a number in the space before any 
reason which you find inappropriate or of no effect.
Factors to be rated if your answer was "yes" or "yes, except..." in Question 14.
  a. The report is becoming to complex and the users have difficulty understanding the true 
meaning of the many different categories.
  b. The user should be able to determine the degree of the qualification from the information
disclosed.
  c. The extreme form of report reduces the usefulness of the financial statements to zero,
which in too many cases unnecessarily discredits the statements.
  d. Other (please explain)_________________________________________________________________
Factors to be rated if your answer was "no" to Question 14.
  e. If the extreme categories were removed, there would be unfair shifting of responsibility
for evaluation of exceptions to report readers.
  f. The public demands a distinction; they want a clear cut signal of major trouble.
  g. The auditor would have his hands tied without the "in between " that the qualified now 
gives him.
  h. Other (please explain) ________________________________________________________________
16. Do you think that qualified opinions, other than consistency qualifications, should always have a 
middle paragraph to explain the impact of the exception on the financial statements?
  Yes   No
17. Indicate the order of importance of those of the following factors which influenced your decision 
in answering Question 16. Place a "1" in the space before the reason you consider most important, 
a "2" before the next most important, and so. on. Do not place a number in the space before any 
reason which you find inappropriate or of no effect.
Factors to be rated if your answer was a "yes" to Question 16.
  a. Needed so there will be no doubt about the impact of the qualification on the statements.
  b. To alert report readers that the report is not unqualified a noticeably different form of 
report is needed.
  c. Other (please e x p l a i n ) _____
Factors to be rated if your answer was a "no" to Question 16.
  d. Use only when needed for clarity.
  e. If used all the time, then when a real problem existed that needed a middle paragraph, it
would lose part of its effectiveness.
  f. Other (please explain)__________________________________________________________________
18. When do you think that mention should be made in the current audit report of the previous opinion 
if it was not unqualified. (check one)
  a. Every time
 b. Only when current qualification is related to the previous one.
  c. Only when the current qualification is not related to the previous one.
  d. Only when the current opinion is unqualified.
  e. Never.
  f. Other (please explain)_______________ ___________________________________________________
Part III
The following questions will help us analyze the questions in Parts I and II.
19. How many years have you been in public accounting? _________ years
20. Which of the following best describes your firm (check one):
___sole practice ___local firm ___regional firm ___national firm ___other (specify)___________
21. What is your position in your firm (i.e., partner, senior, etc.)? ______________________________
22. How much do you "specialize" in one or another kind of work? Please indicate below the approximate 
percentage of time you generally devote to each kind of work.
____office administration ___auditing ___taxes
management services write-up work ___other (specify)_____________________
23.
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How often durinq the past few years have audit reporting practices or standards come to your 
attention under each of the following cirucmstances:
a. While reading an accounting book or accounting journal (check one)
b.
never ___once or twice a year ___several times a year
once or twice a week ___every day
During informal discussions with other CPA’s (check one)
once a month
c.
d.
_never ___once or twice a year
_once or twice a week
On an engagement (check one)
never ___once or twice a year
once or twice a week
Other? (please explain)_______
never ___once or twice a year
once or twice a week
several times a year 
every day
several times 
every day
a year
several times a year 
every day
once a month
once a month
once a month
Have you read The Auditor's Reporting Obligation: The Meaning and Implementation of the Fourth 
Standard of Reporting by D. R. Carmichael?
24,
yes no
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APPENDIX B: The Attentiveness Index
This judex consists of replies to the question: "How often 
during the past few years have auditing reporting practices or 
standards come to your attention under each of the following cir­
cumstances:
a. While reading an accounting book or accounting 
journal.
b. During informal discussion with other CPAs.
c. On an engagement.”
Respondents were also given a fourth alternative— "Other? 
(please explain)."1/ Very few individuals gave a response to this 
alternative. This fact, as well as certain statistical consider­
ations, lead to a decision not to include this alternative in the
index.
Each respondent was asked to select one of the following re­
sponses for each statement:
Response Score
Never 1
Once or twice a year 2
Several times a year 3
Once a month 4
Once or twice a week 5
Every day 6
Each respondent then could receive a score which ranged 
between 3 and 18. A respondent who did not answer any one of the 
three alternatives was eliminated from the index. The distribution
1/ The idea for this question came from Jerome E. Carlin, Lawyers' 
Ethics: A Survey of the New York City Bar (New York: Russell 
Sage Foundation, 1986), p . 255.
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of respondents by the Attentiveness Index is shown below.
Attentiveness Index Score Percentage
Low 3 to 8 23
Medium-low 9 to 10 31
Medium-high 11 to 13 23
High l4 and over 21
Not enough information 2
100%
(n=448)
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A ppendix  C: N onresponse
I n  C h a p te r  1 we n o te d  t h a t  448 u s a b le  re s p o n s e s  w ere r e c e iv e d .  
As a c o n se q u e n c e , we a tte m p te d  to  d e te rm in e  s e l e c t e d  c h a r a c t e r ­
i s t i c s  o f  n o n re s p o n d e n ts  and th e  re a s o n s  why th e y  (n o n re s p o n d e n ts )  
d id  n o t  p a r t i c i p a t e  in  th e  s tu d y .  A second  q u e s t io n n a i r e  (page  58) 
was d e v e lo p e d  f o r  t h i s  p u rp o s e . T h is  q u e s t io n n a i r e  was s e n t  to  a l l  
i n d iv i d u a l s  t h a t  w e/w ere  u n a b le  t o i d e n t i f y  a s  p a r t i c i p a n t s  in  
th e  s tu d y . Two hundred  and s i x t y - t h r e e  i n d iv i d u a l s  r e tu r n e d  t h i s  
second  q u e s t io n n a i r e .
T ab le  8 sum m arizes th e  r e a s o n s  t h a t  th e  a c c o u n ta n ts  gave f o r  
n o t  p a r t i c i p a t i n g .  A m a jo r i t y  (59%) i n d ic a t e d  t h a t  th e y  w ere to o  
b u sy  to  f i l l  o u t th e  o r i g i n a l  q u e s t i o n n a i r e .  T w en ty -sev en  p e rc e n t  
s u g g e s te d  t h a t  t h e i r  n o n p a r t i c i p a t i o n  was due in  p a r t  to  th e  f a c t  
t h a t  th e y  w ere r a r e l y  in v o lv e d  w ith  o p in io n  a u d i t i n g .  T h ir ty - o n e  
p e rc e n t  f e l t  t h a t  th e  o r i g i n a l  q u e s t io n n a i r e  was to o  lo n g .
TABLE 8
R e a s o n (s )  CPAs D id Not Answer O r ig in a l  Q u e s t io n n a ir e
R easons
P e rc e n ta g e  o f  CPAs 
I n d i c a t i n g  th e  
R eason (n= 263)*
Too b u sy  59 
The in d iv i d u a l  was r a r e l y  in v o lv e d
w ith  o p in io n  a u d i t i n g  27 
The q u e s t io n n a i r e  was to o  lo n g  31 
Don’ t  rem ember r e c e iv in g  th e
q u e s t io n n a i r e  3 
F o rg o t to  f i l l  o u t th e  q u e s t io n n a i r e  3 
I  am r e t i r e d  2 
CPA had d ie d  1 
O th e r  r e s p o n s e s  17
*The t o t a l  e x ce ed s  100% s in c e  r e s p o n d e n ts  w ere t o l d  to  
g iv e  a s  many re a s o n s  a s  w ere a p p l i c a b l e .
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Various characteristics of individuals participating in the 
study were compared with characteristics of nonrespondents who had 
answered the follow-up questionnaire (these individuals will be 
referred to as nonrespondents). Chi square was used to evaluate 
whether there were differences between respondents and nonrespond­
ents.
There did not appear to he any differences between respondents 
and nonrespondents in number of years in public accounting or in the 
scores on the Attentiveness Index. Additionally, there did not 
appear to be differences between respondents and nonrespondents in 
percentage of time devoted to office administration, management 
services, and other activities.
Respondents appeared to spend more time than nonrespondents 
in auditing (Table 9). This relationship was observed even after
TABLE 9
Percentage of Time Devoted to Auditing
Percentage of
Time Devoted
to Auditing % of Respondents % of Nonrespondents
0-25 37 49
26-50 24 24
51-75 14 11
76-100 24 4
No Answer l 12
100% 100%
(n=448) (n=263)
x2 = 45.7, (3 d.f.), (p .001), ”No answer” responses
were not considered in the calculation of chi square.
we controlled for firm size. It would appear that nonrespondents 
had less experience in auditing than did respondents. This is
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substantiated by the fact that 27% of the nonrespondents indicated 
that a reason they did not participate was that they were not 
involved with opinion auditing (Table 8). Nonrespondents reported 
spending more time than respondents on taxes and write-up work.
In summary, the data seem to suggest that respondents and 
nonrespondents were similar in several respects. However, respond 
ents appeared to have devoted more time to auditing than did non­
respondents. Consequently, this suggests that those participating 
in the study had greater experience in areas related to audit 
reporting than those who chose not to participate.
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Example of Second Questionnaire Sent to Nonrespondents
Please answer these questions if you did not answer the questionnaire 
on audit criteria.
1. What were the reason(s) you did not answer the questionnaire on 
audit criteria? (Check as many as were applicable.)
___ I was too busy.
___ I am rarely involved with opinion auditing.
___ The questionnaire was too long.
___ Other: (Please specify.) _____________________________________
2. Which best describes your firm?
___ National firm ___ Nonnational firm
3. Please indicate below the approximate percentage of time you 
generally devote to each kind of work.
___ Office administration ___ Auditing
___ Management services   Write-up work
___  Taxes ___  Other
4. How many years have you been in public accounting? ___ years.
5. How often during the past few years have audit reporting prac­
tices or standards come to your attention under each of the 
following circumstances:
a. While reading an accounting book or accounting journal.
(Check one.)
---never ___once or twice a year ___ several times a year
__once a month once or twice a week ___every day
b. During informal discussions with other CPAs. (Check one.)
___never ___once or twice a year ___ several times a year
___ once a month ___once or twice a week ___ every day
c. On an engagement. (Check one.)
___never ___ once or twice a year ___several times a year
___once a month ___ once or twice a week every day
